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Proposed Alternatives to Provide Short-Term Liquidity to IFIs 


The longer term “Sukuk” could be used as a liquidity tool / instrument if they are 
re-parcelled: 


LMC’s Short Term Sukuk Program repackages longer instruments into monthly ma- 
turity certificates 


Guaranteed monthly entry and exit dates 

Intra-month entry and exit also available (no penalties) 
Flexibility of investment amounts 

Fully secured by underlying Sukuk portfolio 


Monthly returns 


Conclusion 


Much is still need to be done for an effective way in solving the liquidity issues in 
IFIs 


There is a need of close cooperation between central banks 


To benefit from the experience of the other jurisdictions model 


Thank You 
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Proposed Actions 


Establish Legal & Regulatory Framework issues and better clarification & under- 
standing by regulators 


To make it mandatory for all market issue in member countries to carry IIFM Sharia’a 
endorsement. Another proposal 


Uniform rules amongst GCC regulators /central banks needed 


“Real”? Murabaha trades : Developing viable alternatives based on other underlying 
“commodities” or “assets” (e.g. Malaysia has developed ‘’true’’ Murabaha based on 
palm oil trading) 


Proposed Alternatives to Provide Short-Term Liquidity to IFIs 


Banks could have an agreement with other banks for mutual financing facilities as 
practiced by conventional banks, but within the framework of profit-loss sharing 


Establishing an inter-bank cooperative arrangement to extend reciprocal accommo- 
dation to each other on condition that the net use of this facility is zero over a given 
period 


IFIs could create a common pool at the central bank to provide mutual accommoda- 
tion 
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Sukuk as a Liquidity Tool 


* Regular issuance of Sovereign / “AAA’ Sukuk may offer a genuine alternative for the 
treasury market 


¢ Salam Sukuk 

¢ — short term Salam Sukuk issued by Governments or quasi Government entities 

¢ Not tradeable as per Shariah guidelines of “monies” not being allowed to be traded 
¢ Jjarah Sukuk — Tradeable 


¢ The Ist public Sukuk was offered by the Bahrain Monetary Agency (BMA) in August 
2001 for US$ 100 million. Followed by other sovereign Sukuk (Malaysia, Qatar, 
Dubai, etc.) 


¢ These are usually short term Ijarah Sukuk (6 months - tradeable) 


Structure Diagram of Short Term Ijarah Sukuk 


The Qatari, Bahraini 
and Malays an ljarah 
short term Sukuk 


The Government 


have all the same 
structure 








Lease rental and exercise 
price at dissolution 


Leases land parcels 
and sale at dissolution 


Beneficial to land Periodic & dissolution 










parcels distribution amount 
Too | laa 
Certificate Certificate 
Proceeds Proceeds 
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What is Happening in Malaysia? 


° Malaysia 
¢ Malaysian scholars accept debt trading 


° Progressive interpretation of Shariah has permitted the creation of debt certificates 
(not acceptable in the GCC) 


¢ Islamic Repo market is still at an “embryonic stage” 

¢ No standardised agreements or products 

¢ The International Islamic Liquidity Management Corp (IILM) 
* — based in Malaysia 


* established in October 2010 by 12 central banks (including QCB) and two multilat- 
eral organisations 


* objective: to assist institutions offering Islamic financial services in addressing their 
liquidity management 


* to enhance cross-border flows and also as part of an initiative to facilitate the growing 
significance of the international dimension of Islamic finance and its increased role in 
the international financial system 


¢ will issue short-term papers in international reserve currencies with a likely maturity 
of three months 


Demand for Shariah-compliant repos may be limied to current holders of Islamic- 
bonds, according to SJS Markets. 


° “Since it is largely a liquidity management tool for the Islamic interbank system 


¢ The Islamic repos “framework is in place, and we can roll this out with anyone we 
like,’ National Bank’s Pritchard said. “We could easily see one deal a day, quite eas 


¢ ily. Going forward in the future, beyond next year, this could be a well used product 
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Taking the Repo Structure One Step Further? 


e If we find a way to enable ‘netting’ of the commodity Murabaha products, then we 
will have developed a way to trade debt (which is mostly outside of Malaysia viewed 
as not permissible) 


° BUT : creating a system where the central bank and IFIs are trading back and 
forth debts from commodity Murabaha seems like the worst possible way to find a solu- 
tion 


Recent Developments — Interbank Islamic Repo 

e National Bank of Abu Dhabi (NBAD) and Abu Dhabi Islamic Bank (ADIB) 
e The first Shariah-compliant repurchase agreements between Gulf banks 

¢ Objective: to improve access to shorter-term funds 


¢ NBAD and ADIB signed a one-week Islamic repo contract valued at $20mn (August 
2011) 


e Sets an Islamic repos “framework” that can be used with other [FIs 


Recent Developments — Interbank Islamic Repo 
e Characteristics of the NBAD / ADIB Repo: 
¢ uses a profit rate rather than an interest rate 


e ADIB’s repurchase transaction involved the buying and selling of Malaysian and 
Abu Dhabi government-related Islamic bonds 


e¢ The Repos will allow banks to borrow from each other for terms of one day to one 
year 


e Murabaha agreement uses Sukuk as collateral for short-term funds, where the buyer 
and seller agree on a price and profit rate for the securities 


e This type of Repo is an extra liquidity option for a holder of Sukuk, encouraging 
banks to buy and ‘’USE’” Sukuk 
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Recent Developments — Repo with Islamic CDs as Collateral 
e Islamic Repo that accept sShariah-compliant certificates of deposit as collateral 

e CBUAE Collateralised Murabaha Facility Agreement 

e Introduced in June 2011 

e AED only 

e¢ Minimum amount of AED 1,000,000 

e Minimum tenor of 1 month, maximum 3 months 

¢ Commodity Murabaha between the IFI and CBUAE (as the financing instrument) 

¢ Commodity Murabaha where IFI is Purchaser of commodities 


¢ CD of commodity Murabaha with the CBUAE pledged as collateral for Purchaser’s 
obligations (as the security collateral for the financing) 


Recent Developments - Repo with Islamic CDs as Collateral 
¢ How it works ? 


e If an IFI has surplus capital, it can loan it to the central bank by buying an Islamic 
CD, in which it buys a commodity and sells that commodity to the central bank and 
the central bank will repay the debt at an agreed date 


e If the Islamic bank needs liquidity before the CD matures, it can pledge that debt 
owed by the central bank to the central bank in exchange for a loan structured as a 
commodity Murabaha. 


UAE Repo facility — What Critics Say? 


e The product does nothing to really help the industry develop new products 


e Products are only accessible to holders of securities issued by the relevant monetary 
authority 


e The irony is in using the collateralized Commodity Murabaha : although it tries to 
find a solution to a problem, it does so by further entrenching Commodity Murabaha 
into the Islamic financial industry by: 


¢ Not only does it uses the collateralized commodity Murabaha between the Islamic 
banks and the central bank, BUT 


e Uses as collateral an Islamic CD which itself is based on commodity Murabaha be- 
tween the central bank and an Islamic bank 
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Recent Developments - UAE Certificates of Deposit 

¢ Commodity Murabaha Deposit Master Agreement 

e Introduced in November 2010 

e Approved by CBUAE Shariah Coordination Committee Chaired by Dr Hussain Ha- 
mid Hassan 

e AED, USD and EUR, with tenors of 1 week to 5 years 

e Auctioned through a proprietary CBUAE Treasury Platform 

e Early Redemption Procedure 

¢ No trading of CDs other than at par value 


e AED 12 billion sold in Q1 2011 (against an annual forecast of AED 10 billion) 


UAE Certificates of Deposit — Overview 


¢ Overview of Commodity Murabaha 


(4) CD 
(7)$110 







Islamic Bank 


(3} Commodities 


(1) $100 (2) Commodities (5) Commodities (6) $100 


Broker 2 


Broker 1 
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Recent Developments 


e Structured products 


e The “range accrual” products based on Wakala and/or Commodity Murabaha and 
Waad (Promise) 


¢ Can be structured to provide capital protection or more risky / unprotected returns 
¢ Certificate of Deposits 


e The UAE Central Bank launched Islamic certificates of deposit to help Islamic banks 
manage their short-term excess liquidity needs 


e Repos (repurchase agreement) : what about Shariah-compliant Repos? 


e The International Islamic Financial Market published a research paper in 2010 pro- 
posing a Repo structure based on Murabaha 


¢ Replicating the economic effects of a conventional repo is the least developed of 
treasury tools because the mechanics are difficult to replicate in a Shariah compliant 
manner 
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Main Islamic Liquidity Tools — Wadiaa 


¢ ashort-term deposit product 


e The customer is guaranteed the return of capital and at its discretion the bank may 
choose to give any profit it may have made on the deposit to the customer 


e Shariah limitation: available to Islamic banks or Islamic windows with segregated 
treasury pools 


Current situation 


¢ Nocredible alternative to the commodity-based Murabaha structure 


e Regulators are expanding the range of products available to IFI as market conditions 
are forcing IFI to keep excess cash with central banks or locked into longer-maturity 
Sukuk 


e New structures are being developed in the structured finance market 


e Efforts to standardise the documentation : e.g. International Islamic Financial Mar- 
ket’s Master Agreement for Treasury Placement documents 
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Example of issues in Wakala 


Wakala-based deposit arrangement between The Investment Dar (TID) (the agent) 
and Blom Developments Bank (Blom) (the principal) 


Matter was before the English courts in 2009 
TID made arguments saying the Wakala agreement was not Shariah-compliant 


The issues raised were sufficient to give TID the right to a full trial which would 
not have been available had a straight debt structure been used (TID argued that 
the agreement was not Shariah compliant that there was no obligation to refund the 
money to Blom) 


Case was resolved amicably, TID paying Blom the Wakala principal and the agreed 
anticipated profits 
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Commodity Murabaha / Tawarruq 


Payment of Deferred Payment of 
purchase price purchase price 
Plus premium 


Spot Payment of 
purchase price 


Broker 1 Broker 2 





$20t Sale of metals Spot Sale of metals 


Funds 
utilisation 


aaa | Workingcapital/funds needs 
1 ! 


Main Islamic Liquidity Tools — Wakala and Mudaraba 
e Key issues with Wakala and Mudaraba: 
> Returns are not guaranteed (due to Shariah limitations) but ‘’anticipated”’ 


> the “deposit placing entity” (the Muwakkil or Rab al Maal) takes risk on its capital, 
the risk lies with the “deposit placing entity” and, subject to negligence and fraud, the 
“deposit taking entity” is not responsible for the loss of any funds 


> Funds cannot be given to a conventional bank on a non-restricted basis unless the 
funds were segregated from the conventional bank’s main business and only used in 
its Shariah compliant investments 
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Main Islamic Liquidity Tools - Commodity Murabaha Character- 
istics 
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Commodity Murabaha as a short-term investment mechanism addresses some of the 
problems of liquidity management but has many shortcomings 


Main Characteristics 

Well established commodity exchanges (e.g. London Metal Exchange) 
Short term liquidity tool 

Lack of viable liquid alternatives 

Relatively standardised documentation templates (e.g. IIFM) 


Critical mass of market participants and easy to find acceptable/high grade counter- 
parties 


Main Islamic Liquidity Tools - Commodity Murabaha Shortcom- 
ings 


No universal acceptance / understanding 


Different Shariah interpretations and acceptance (e.g. the ‘organized’ nature of these 
structures was criticised by the OIC Fiqh Academy) 


Costs (such as commodity supply charges) and risks (such as commodity supplier’s 
insolvency risks) are higher than the conventional alternative 


Leads to an inefficient use of funds due to its low returns 
Habitual tendency of market participants to move towards Murabaha based products 
No concerted commitment to development of alternatives 


Flight of capital out of Islamic countries’ economies 
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Main Causes of Liquidity Problems in the IFIs 


Nolslamic 
Taye=aefelt) 4 
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Absence of 
Islamic 
secondary 
ala <-is 


Main Islamic Liquidity Tools 


¢ Commodity Murabaha 





No lender of 
last resort 


Small number 
of participants 


CAO) 


SE Tale 
liquidity 
management 


fe 
development in 
Islamic 
financial 
instruments 


> purchase and sale of Shariah-compliant commodities on spot basis but the payment 


of the sale price is deferred 


e Wakala (agency) and Mudaraba (profit participation) 


> The “deposit taking entity” (the Wakil or Mudarib) acts as an agent or partner with 
respect to either unrestricted investments or restricted investment 


e Wadiaa (deposit) 


> The “deposit giving entity” can deposit amounts with a bank which can use such 
deposits for its general Shariah compliant activities. 
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Islamic Liquidity Facts 


The money market is an important component of the liquidity management frame- 
work 


Most available conventional instruments used for liquidity management are interest 
based 


Managing short-term cash flows at Islamic banks and other Islamic Financial Institu- 
tions (IFIs) is a challenge 


The challenges are in identifying appropriate liquidity management tools 


Shariah-compliant products used for placing or borrowing short term funds by IFIs 
are limited 


Central banks usually issue short term capital market instruments to allow IFIs to 
place their liquidity 
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